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The Honorable Willis D. Gradison, Jr.
House of Representatives

Dear Mr. Gradison:

In response to your request, we evaluated several aspects of loan prepayment programs the
administration carried out during fiscal year 1987 to allow borrowers to pay off their loans
at less than the amounts owed. This report addresses the statutory authority for and
financial issues related to five of these programs. It also discusses the guidelines the Office of
Management and Budget (OMB) provided to agencies for these programs.

Our review showed that, for the programs we reviewed, the agencies had the statutory
authority to allow borrowers to pay off their loans at less than unpaid principal balances. We
found that loan prepayment costs generally exceeded benefits and that nonmonetary credit
reform objectives wer “etter achieved through loan asset sales than through borrower
prepayment progran.  -e also concluded that loan prepayments will not reduce the
structural budget deficit. OMB guidelines focused on loan sale issues and did not cover key
financial considerations of borrower prepayment programs.

As agreed with your office, we obtained comments from OMB on a draft of our report and
have incorporated these comments into the report where appropriate. Unless you announce
the contents of the report earlier, we will not distribute it until 30 days after the publication
date. At that time, we will send copies to the Director, Office of Management and Budget; the
Secretaries of Education, Housing and Urban Development, and Agriculture; the
Administrator of the Small Business Administration; and other interested parties. Copies will
also be made available to others on request.

This report was prepared under the direction of Jeffrey C. Steinhoff, Associate Director.
Other major contributors are listed in appendix V.

Sincerely yours,
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Frederick D. Wolf
Director
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Executive Summary

Purpose

Background

The President’s fiscal year 1987 budget request put forth several credit
management reform initiatives that introduced to federal loan portfolio
managers two credit management tools—Iloan asset sales and borrower
loan prepayments. In a February 1988 report entitled, Loan Asset Sales:
An Assessment of Selected Sales, GAO evaluated the use of loan asset
sales as a credit management tool. The present report responds to ques-
tions raised by Congressman Willis D. Gradison, Jr., regarding selected
fiscal year 1987 loan prepayment programs.

In this review, GAO analyzed the results of five fiscal year 1987 bor-
rower loan prepayment programs by (1) determining the legal authority
for the programs, (2) determining program costs and benefits, (3) deter-
mining and evaluating the differences in financial resuits between pre-
payment programs and collateralized loan sales for two loan portfolios,
(4) determining and evaluating the ability of loan prepayment programs
to achieve the administration’s credit reform objectives, and (5) assess-
ing the adequacy of the Office of Management and Budget’s (OMB) pre-
payment guidelines.

In January 1986, the administration implemented a pilot sale of federal
loan assets. In July 1986, OMB issued its loan asset sale guidelines, which
set the credit management reform goals for the pilot program and
included specific requirements for agencies to meet in conducting loan
sales. OMB'’s guidelines also authorized prepayments if they would yield
higher net proceeds than loan sales.

During fiscal year 1987, several federal agencies consummated borrower
loan prepayment programs with an aggregate unpaid principal balance
of $3.7 billion and yielded $3 billion in net prepayment proceeds. Under
two programs, borrowers prepaid their loans at the unpaid principal bal-
ances—$1.9 billion. For the remaining programs, borrowers prepaid
their loans at less than the unpaid principal balances. Specifically, loans
with an aggregate unpaid principal balance of $1.8 billion yielded $1.1
billion in net prepayment proceeds. In these cases, the agencies gave up
the federal government’s financial right to recover the full amount
loaned to borrowers. It is a long-standing legal principle that no U.S.
government officer can give up a government financial right unless
there is statutory authority to do so or the government receives a com-
pensating benefit. This legal principle was discussed in a July 1987
Comptroller General decision regarding a proposal to modify the terms
of Federal Financing Bank (F¥B) loans to foreign governments under the
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Executive Summary

Results in Brief

Principal Findings

Foreign Military Sales (FMS) program. Congressman Gradison was partic-
ularly interested in the applicability of this principle to borrower loan
prepayments.

GAO's review determined that fiscal year 1987 loan prepayment pro-
grams had statutory authority to accept prepayments at less than
unpaid principal balances. In some cases, prepayment program costs
exceeded their financial benefits. Loan prepayments were not as effec-
tive as loan asset sales in achieving the government’s nonfinancial credit
reform goals, such as improving loan documentation. Prepayments did
avoid the transaction costs associated with asset sales, but their yields
were not totally comparable with those of the loan asset sales because of
the nature of the loan portfolios involved. Gao also found that net pro-
ceeds from the prepayment programs varied due to a lack of guidance
concerning the appropriate interest rates to be used to calculate prepay-
ment amounts. The use of Treasury rates was found to reduce losses
associated with prepayment programs. GAO’s review pointed to the need
for more detailed oMB guidelines in this area and for a requirement that
cost-benefit analyses be performed to determine when prepayments or
asset sales should be used.

The Five Loan
Prepayments Reviewed
Were Within the Law

For the five loan prepayment programs GAO reviewed, agencies had the
statutory authority to accept less than the unpaid principal balances
when borrowers prepaid their loans. Consequently, compensating bene-
fits were not an issue in these transactions.

Prepayment Program
Costs Generally Exceeded
Benefits

For the five fiscal year 1987 prepayment programs which GAo reviewed
and for which the government accepted less than the unpaid principal
balances on the loans, the government generally received less in net pre-
payment proceeds (benefits) than the present value of future loan prin-
cipal and interest payments (costs) it would have received if it had held
the loans to term and collected the payments. In completing the cost-
benefit analysis, GAO adjusted the payments for average portfolio
default rates.
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Executive Summary

Treasury Rates Should Be
Used to Determine Loan
Baseline Values to the
Government

The interest rates used to determine both the baseline value of the loans
to the government and the loan prepayment amounts was a key factor
causing costs to exceed benefits. This baseline value should be based on
Treasury interest rates. If prepayments are made at the baseline value,
the government sustains neither a gain nor a loss by accepting the pre-
payments. GAO estimated that the government lost from $51 million to
$80 miillion in value by allowing prepayments based on commercial
rather than Treasury interest rates. In both cases, these present values
of future principal and interest payments were determined using the
Treasury interest rate. The $51 million estimate adjusted the prepaid
loans for average historic loan defaults on the portfolio. The $80 million
figure assumed no defaults would have occurred on the prepaid loans.

For specific policy and program goals, Congress may specify or agencies
may recommend using an interest rate higher than Treasury’s interest
rate for comparable securities to determine loan prepayment amounts,
which will result in the government’s not receiving at least the baseline
value of the loans. The difference between the loans’ baseline value
based on Treasury rates and those amounts actually received represents
the cost of the policy or program goals and should be available to man-
agement and the Congress for decision-making purposes.

Loan Prepayments Do Not
Effectively Achieve Credit
Objectives

Collateralized loan asset sales conducted in fiscal year 1987 appear to
have achieved the administration’s credit management reform objec-
tives better than borrower loan prepayment programs. Specifically,
agencies conducting loan prepayment programs primarily worked with
their own staffs and were not exposed to private sector credit manage-
ment policies, practices and techniques. Agencies conducting loan sales,
on the other hand, had to work closely with their private sector finan-
cial advisers and underwriters. In addition, neither prepayments nor
sales can accurately measure credit program subsidies.

Loan Prepayment and
Loan Asset Sale Net
Proceeds Are Not
Comparable

Two of the five loan portfolios were involved in loan asset sales as well
as prepayment programs. The two loan sales incurred about $61 million
in sale costs—underwriters’ fees and reserve expenses—which were no
incurred in the borrower prepayment program. These sale costs were
considered in determining the net sale proceeds due the government.

The loan sale and prepayment net proceeds, however, are not fully com-

parable. The sales involved the disposal of a package of loans, whereas
the prepayments involved only a limited number of borrowers who
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Executive Summary

elected to prepay their loans. They may not have the same creditworthi-
ness as those whose loans were sold.

OMB’s Guidelines Need
Strengthening

OMB’s loan asset sale guidelines, which were revised in March 1988,
focus on the specifics of how to conduct a loan prepayment or sale. The
guidelines, however, do not address methodologies for (1) determining
the costs and benefits of borrower prepayment and loan sale programs,
(2) choosing, on a portfolio-by-portfolio basis, between borrower pre-
payment and loan sale programs as the most appropriate divestiture
method, and (3) determining when a loan portfolio should be held to
term rather than divested. Guidance is needed in these areas to ensure
that sale or prepayment decisions are made consistently across the gov-
ernment and that individual agency decisions yield the optimum finan-
cial and credit management reform benefits for the government.

Recommendations

GAO recommends that the Director, Office of Management and Budget,
revise OMB’s loan asset sale guidelines to require agencies to complete an
appropriate cost-benefit analysis to determine

what monetary and nonmonetary benefits can be received from loan
asset sale and prepayment programs,

when the government should hold loans to term or dispose of them
through asset sales or prepayments, and

which disposal method—sales or prepayments—should be used if the
loans are not held to term.

Agency Comments

OMB generally concurred with the substance of GAO’s analysis and stated
that it is currently revising Circular A-129 to strengthen the guidelines
and satisfy the requirements of GAO’s recommendation for agency loan
asset sale and prepayment programs. However, oMB disagreed with
GAO’s long-standing position on using Treasury interest rates to calculate
federal credit program subsidies and on certain advantages of loan pre-
payment programs over loan asset sales. GAO has advocated basing fed-
eral credit program subsidy costs on Treasury interest rates because this
methodology (1) yields a subsidy cost to the government which can be
compared to other programs in the budget and (2) does not introduce
budget costs which will never be incurred. (See appendix III for OMB’s
specific comments.)
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Chapter 1

Introduction

Background

In fiscal year 1987, the administration proposed using two credit man-
agement tools—loan asset sales and borrower prepayments—to help
reform credit management in the government. To date, both of these
tools have been used with varying results. Our February 1988 report!
evaluated the use of loan asset sales as a credit management tool. This
report responds to questions by Congressman Willis D. Gradison, Jr.,
regarding five loan prepayment programs carried out during fiscal year
1987. (See appendix I.) It focuses on the statutory authority for and
financial issues related to the five prepayment programs.

Congressman Gradison was particularly interested in the applicability to
borrower loan prepayments of the legal principle that a United States
government officer cannot give up the government’s financial rights
without securing an adequate compensating benefit unless specific stat-
utory authority to give up such rights exists. This principle was dis-
cussed in a July 1987 Comptroller General decision? regarding a
proposal to modify Federal Financing Bank (FFB) loans to foreign gov-
ernments under the Foreign Military Sales (FMS) program.

In January 1986, the administration proposed a pilot sale of federal loan
assets to private investors as part of the President’s fiscal year 1987
budget request. The goals of the proposed pilot sale were to initiate fed-
eral credit management reforms and generate budgetary receipts to help
reduce the budget deficit. Congress increased proposed loan sales from
the initial $1.8 billion in fiscal year 1987 to $12.6 billion for fiscal year
1988.

Under the fiscal year 1987 pilot loan sale program, the administration
offered borrowers the opportunity to prepay their loans if the prepaid
amount was estimated to be greater than the estimated net proceeds
from selling the loan to private investors. The Omnibus Budget Reconcil-
iation Act of 1986 (Public Law 99-509) also authorized agencies to offer
borrowers the opportunity to prepay their loans.

During fiscal year 1987, six federal agencies® consummated borrower
loan prepayment programs. These programs involved the prepayment of

'Loan Asset Sales: An Assessment of Selected Sales (GAO/AFMD-88-24, February 19, 1988).

2Comp. Gen. Dec. B-226058, July 21, 1987.

3Department of Commerce, Department of Education, Department of Agriculture, Department of
Housing and Urban Development, Export-Import Bank, and the Small Business Administration.
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loans with an aggregate unpaid principal balance of $3.7 billion and
yielded $3 billion in net prepayment proceeds. Under prepayment pro-
grams conducted by the Department of Commerce and the Export-
Import Bank, borrowers prepaid these loans at the unpaid principal bal-
ances—3$1.9 billion. The borrower prepayment programs consummated
by the four remaining agencies allowed borrowers to prepay their loans
at less than the unpaid principal balances. Specifically, under these pro-
grams, borrowers prepaid loans with an aggregate unpaid principal bal-
ance of $1.8 billion, yielding $1.1 billion in net prepayment proceeds.
Details are presented in table 1.1.

Table 1.1: Fiscal Year 1987 Borrower |
Prepayment Programs Dollars in millions
Unpaid Prepayment
principal receipts
Commerce
Economic Development Administration Loans $120 $120
Education '
College Housing Loans 704.2 4382
Academic Facilities Loans 87.6 60.8
Export-Import Bank Loans 1,900.0 1,900.0
Agriculture
Rural Development Loans? 2189 157.6
Rural Electrification Loans® 726.8 4278
Housing and Urban Development
Public Facility Loans 99 8.4
Small Business Administration
Disaster Home Loans 42 34
Total $3,663.6 $3,008.2

aContains figures resulting from prepayments consummated in fiscal years 1987 and 1988.

bDurlng fiscal year 1987, the Federal Financing Bank allowed borrowers to prepay the unpaid principal
balance of $582 million on loans guaranteed by the Department of Agriculture's Rural Electrification
Administration

Source: Loan Asset Sales: An Assessment of Selected Sales (GAO/AFMD-88-24, February 19, 1988)
and the Congressional Budget Office:

To support the loan asset sale program, the administration articulated
its credit management reform goals and discussed how loan asset sales
and prepayments would work to achieve these goals in the Office of
Management and Budget’s (OMB) July 1986 guidelines. We reviewed
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these guidelines and both testified* and reported® on our findings and
our recommendations for improvement. Also, the House Committee on
Small Business® June 1988 draft report on prepayments was considered
in preparing this report. In response to our recommendations and to
agencies’ experiences with loan asset sales and borrower prepayment
programs consummated during fiscal year 1987, oMB issued revised
guidelines in March 1988. (See appendix II.) The revised guidelines reit-
erated the administration’s credit management reform goals established
in July 1986:

Reduce the government’s cost of administering credit by transferring
servicing, collection, and other administrative activities to the private
sector.

Provide an incentive for agencies to improve loan origination and
documentation.

Determine the actual subsidy of a federal credit program.

Increase unified budget receipts in the year of sale.

Overall, the administration’s credit management reform guidelines and
initiatives focused on bringing private sector credit management tech-
niques into the government and on transferring to the private sector the
day-to-day management and administration of federal loan portfolios.
The current administration contends that the private sector can carry
out these functions more efficiently and effectively than the federal
government. They view the generation of budgetary receipts through
loan sales as an ancillary goal.

The March 1988 revised loan asset sale guidelines incorporate recom-
mendations we made regarding the original guidelines’ provisions for
nonrecourse sales. They include five specific requirements regarding
borrower prepayment programs:

Only borrowers who are not individuals and who are current on their
loan payments will be offered the opportunity to prepay their loans.

4The Government’s Loan Asset Sales Pilot Program, statement by Charles A. Bowsher, Comptroller
General, before the Subcommittee on Legislation and National Security, House Committee on Govern-
ment Operations, September 26, 1986.

PLoan Asset Sales: OMB Policies Will Result In Program Objectives Not Being Fully Achieved (GAO/
AFMD-86-78 and GAO/AFMD-86-79, September 25, 1986).

SRecent Prepayments of Federal Loans, Committee on Small Business, House of Representatives, June
1988.
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Net prepayment proceeds shall be deposited into the Treasury general
fund.

Borrower financing of loan prepayments must be done on a taxable
basis.

When borrowers discharge their loans at less than the unpaid principal
balance, payment amounts shall be calculated as the present value of
future loan principal and interest payments, based on an appropriate
composite of Treasury interest rates adjusted for administrative
expenses and possible loan losses.

Prepayment plans and proposed pricing options shall be developed with
assistance from a financial advisor and shall be submitted to Treasury
and oMB for review prior to any offering.

Objectives, Scope, and
Methodology

As agreed with the congressional requester, our objectives were to
determine and assess

the legal requirements and authority for borrower prepayment pro-
grams, with particular consideration of the need to obtain compensating
benefits;

prepayment program costs and benefits;

differences in financial results between loan prepayment programs and
collateralized loan sales to private investors;

the ability of borrower loan prepayment programs to achieve the admin-
istration’s credit reform objectives; and

the adequacy of loan prepayment requirements in OMB guidelines.

In meeting our work objectives, we reviewed and evaluated five of the
six borrower loan prepayment programs consummated in fiscal year
1987 that involved the prepayment of loans at less than the unpaid
principal balances. Specifically, we reviewed loan prepayment programs
consummated by the following agencies:

Department of Agriculture, Farmers Home Administration (FmHA)—
Rural Development Loans;

Department of Education—Academic Facilities Loans and College Hous-
ing Loans;

Department of Housing and Urban Development (HUD)—Public Facility
Loans; and

Small Business Administration (SBA)—Disaster Home Loans.
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Structure of the
Report

We did not review the sixth program, the Rural Electrification Adminis-
tration, because it was not included in the request and because it is the
subject of an ongoing review.

We reviewed the statutes authorizing the five prepayment programs
selected for review to determine the legal requirements and authority
for these programs. We reviewed agency loan files, documented loan
principal and interest balances, and documented prepayment program
financial results using agency financial records. We discussed prepay-
ment program methodology and financial results with representatives
from several leading private sector financial institutions and several
major colleges and universities.

Our review was performed between September 1987 and April 1988. As
agreed with your office, we obtained official agency comments from the
Office of Management and Budget (0MB). We conducted our work in
accordance with generally accepted government auditing standards.

The succeeding chapters address the legal, financial, and policy issues
relating to the loan prepayment programs we reviewed.

Chapter 2 discusses the statutory authority for loan prepayment pro-
grams selected for review.

Chapter 3 addresses the costs and benefits of selected prepayment pro-
grams consummated in fiscal year 1987.

Chapter 4 compares the use of loan asset sale and borrower prepayment
programs as credit management reform tools.

Chapter 5 addresses the adequacy of 0MB's guidelines to agencies for
conducting borrower prepayment programs.

Chapter 6 presents our conclusions and recommendations.
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Chapter 2

Agencies Acted Within the Law When
Consummating Borrower Prepayments

Loan Prepayments at
Less Than Unpaid
Principal Generally
Require Compensating
Benefits

Agencies can only allow borrowers to pay off their loans at less than the
unpaid principal balances if (1) they have specific statutory authority to
do so or (2) the government receives a compensating benefit. For five
prepayment programs we reviewed, agencies had statutory authority to
allow borrowers to pay off their loans at less than unpaid principal bal-
ances. Consequently, the question of compensating benefits was not a
legal issue for these prepayment programs.

As established in prior Comptroller General decisions, no agent or
officer of the United States may surrender or waive contractual rights
to the financial detriment of the United States without an adequate com-
pensating benefit, in the absence of specific statutory authority to do
s0.! In the case of loan prepayments, a compensating benefit is not a
legal requirement if the agency is authorized by Congress to allow bor-
rowers to discharge their loans at less than the unpaid principal amount
owed the government. This general principle was addressed in a 1987
Comptroller General decision regarding a proposal to modify loan agree-
ments under the government’s Foreign Military Sales (FMS) program.?
From the mid-1970s to the mid-1980s, the United States financed a
number of *‘credit sales’ of military equipment to foreign countries
under the FMS program. These loans were made by the Federal Financing
Bank (FFB) and repayment of these loans was guaranteed by the Defense
Security Assistance Agency.

The FFB loans were made at market interest rates prevailing during the
mid-1970s to the mid-1980s, which were substantially higher than cur-
rent market interest rates. Several debtor nations, which now face
repaying long-term loans at high interest rates, appealed to the United
States Government for relief. The current administration planned to
offer debtor nations two options:

allowing borrowers to prepay the unpaid principal balance of their loans
without a prepayment penalty or

reducing the loans’ high interest rates to lower market rates while con-
verting the difference between the two interest rates to a new loan that
would be due, with interest, at the maturity of the original loan.

140 Comp. Gen. 684, 688 (1961): Union National Bank vs. Weaver, 604 F.2d 543, 545 (7th Cir. 1979);
and 62 Comp. Gen. 489, 490 (1983).

2B-226058, July 21, 1987. (See appendix [V.)
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Consummating Borrower Prepayments

In rendering a decision on the administration’s proposal to grant credit
relief to debtor nations under the FMs program, the Comptroller General
stated that under the terms of the loans in question the United States
has a contractual right to receive repayment of the loans on a certain
schedule and at a certain interest rate. In addition, promissory notes
attached to the loan agreements provided that borrowers would make
payments according to a schedule without right of prepayment. In his
decision, the Comptroller General stated that the statute under which
the loans were made? did not permit the President to waive any contrac-
tual rights accruing to the United States under the terms of the loans
and underlying promissory notes.

In the case of the administration’s proposal to modify the FMS loan
agreements, the Comptroller General decided that, under both options to
restructure the FMs loans, the United States would incur either a finan-
cial loss—giving up the right to receive interest payments at a high rate
of interest under the loan prepayment option—or a substantial risk of
significant financial loss—the potential failure of debtor nations to
make the balloon payments of capitalized interest. Thus, the Comptrol-
ler General concluded that, in order to modify the FMs loan agreements
under either option, the United States government would have to receive
an adequate compensating benefit in each case. The Comptroller General
further concluded that the administration’s restructuring plan for FMs
loans would not provide the United States with an adequate compensat-
ing benefit and therefore could not be implemented.

In general, borrower loan prepayment programs also involve giving up a
financial right of the government. Specifically, agency actions to allow
borrowers to prepay their loans at less than the unpaid principal bal-
ances are analogous to the administration’s plan to restructure rms
loans. In both instances, agencies would be giving up a financial right—
that is, the government’s contractual right to receive principal and inter-
est payments from borrowers in accordance with the terms of the loan.
Consequently, agencies needed specific statutory authority to waive
these financial contractual rights or needed to demonstrate that the gov-
ernment received adequate compensating benefits.

3Arms Export Control Act, 22 U.S.C. 2751 (1982).
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Selected Loan
Prepayments Were
Authorized by Law

Chapter 2
Agencies Acted Within the Law When
Consummating Borrower Prepayments

For the five 1987 borrower prepayment programs we reviewed, agencies
had the statutory authority to allow borrowers to prepay their loans at
less than the unpaid principal amount. This authority derived from the
Omnibus Budget Reconciliation Act of 1986 as well as other statutes
that authorized the loan programs. Borrowers prepaid their loans at the
present value of future loan principal and interest payments based on a
variety of interest rates. Table 2.1 summarizes the financial results of
these programs. The details of the summary financial results presented
in table 2.1 and the methodologies used in determining these results are
discussed in detail in chapter 3.

Table 2.1: Loan Prepayments at Less
Than Unpaid Principal Balance

]
Dollars in millions

Unpaid Prepaid Discount

Agency and program principal amount amount®
Farmers Home Administration

Rural Development Loans® $218.9 $157.6 $61.3
Education

Academic Facilities Loans 87.6 60.8 26.8

College Housing Loans 7042 438.2 266.0
Housing and Urban Development

Public Facility Loans 99 84 15
Small Business Administration

Disaster Home Loans 42 34 8
Total $1,024.8 $668.4 $356.4

3nterest rate differences account for the total discount amount shown. Borrowers used interest rates
higher than those on the prepaid loans to determine the present value of future loan principal and
interest payments—the loan prepayment amounts. For example, if a loan had a stated interest rate of 4
percent and the interest rate used to determine the value of the loan was 8 percent, a discount would
result.

bContains figures resutting from prepayments consummated in fiscal years 1987 and 1988.

Loan Prepayments
Authorized by Omnibus
Budget Reconciliation Act
of 1986

The Omnibus Budget Reconciliation Act of 1986 authorized the Secre-
tary of Agriculture, under the terms prescribed by the Secretary, to sell
loans held by the Farmers Home Administration’s Rural Development
Insurance Fund (RDIF) to generate net proceeds to the government of not
less than $1 billion during fiscal year 1987. The act also amended prior
statutory authority that provided the Secretary with the right to sell
loans. This authority did not contain any requirements that would pre-
vent FmHA from selling loans to borrowers at the same terms that might
apply if the loan was being sold to a third party purchaser. FmHA has
authority under these provisions to offer borrowers the opportunity to
prepay their loans at a discount. Therefore, FmHA conducted both a loan
sale and prepayment program. In the prepayment program, 829 loans
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